VESTERN AL AND MNERALS, LTD
| BLA 97-185 Deci ded March 9, 1999

Appeal froma decision of the Acting Associate Orector for Policy
and Managenent | nprovenent, Mneral s Managenent Service, denying on
procedural grounds an appeal froma Mneral s Managenent Service order to
pay $98,434.46 in royalties and $41,671.10 in late fees deened ow ng after
an audit of settlenent agreenents regardi ng gas produced fromFederal oil
and gas | eases. M 95-0302- RG

Reversed, underlying order affirned.

1. Admnistrative Procedure: General |l y--Appeal s--Rul es of
Practice: Appeals: Generally

Wien MVB rej ects an appeal to the Drector for failure to
set forth substantive reasons why the appel | ant bel i eved
the royalty assessnent to be incorrect and it is found
that sufficient reasons were before M when the deci si on
was rendered, the Board has discretion to renand the case
or toadjudicate the nerits of the appeal. The Board w |
address the nerits when no practical benefit woul d result
fromthe remand of the case, and, in all probability, the
di spute woul d be appeal ed to the Board agai n after renand.

2. QI and Gas Leases: Royalties: Generally

Under the decision of the Gourt of Appeals for the
Sxth drcuit inlnre Gentury O fshore Minagenent
Qorp., 111 F.3d 443 (6th dr. 1997), an up-front,

[unp sumsettl enent paynent nade in exchange for a
substituted contract that changed the price of the

ol d contract, when the sane amount of gas was del i vered
to the same purchaser as woul d have occurred under the
old contract, is sufficient to qualify as "production
sol d* and royalty was payabl e on the paynent when the
gas was produced.

APPEARANCES Rchard T.C Tully, Esg., Farmington, New Mexico, for

appel lant Véstern QI and Mnerals, Ltd.; Peter Schaunberg, Esqg., Howard W
Chal ker, Esq., Geoffrey Heath, Esq., Sarah Inderbitzen, Esg., and Lisa
Hermer, Esg., Ofice of the Solicitor, US Departnent of the Interior,
Veshington, DC, for Mneral s Managenent Service.
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(PN ON BY ADM N STRATI VE JUDGE MULLEN

Wstern QI and Mnerals, Ltd. (Véstern), has appeal ed an Gt ober 31,
1996, decision issued by the Acting Associate Drector, Policy and
Managenent | nprovenent, Mneral s Managenent Service (MVB), rejecting
Wstern's appeal froman order of the Lakewood Gonpliance O vision, MBS
directing Wstern to pay $98,434.46 in royalties and $41,671.10 in |l ate
f ees.

Wstern and H Paso Natural Gas Gonpany (H Paso) entered into two
gas contract settlenent agreenents, dated July 1, 1987, and March 8, 1989,
regardi ng perfornmance under contracts for purchase and sal e of gas produced
fromWstern wells. Uhder the settlenent agreenents Véstern received | unp
sumpaynents fromHB Paso in return for future price reductions. No
royalty was paid on the | unp sum paynent .

Fol l ow ng settl enent, MV conducted an audit to determ ne whet her
settlenent proceeds were attributable to production fromthe Federal |eases
and whether additional royalties were due. In a prelimnary report dated
Decenber 6, 1994, MVB advi sed Wstern that it construed these "buydowns"
as nodi fyi ng the gas purchase agreenent through vol une price restructuring,
resulting in aroyalty underpaynent. After considering Vstern s response,
MVE i ssued an order on January 20, 1995, directing Véstern to pay the
royal ty underpaynent anount and | ate-paynent charges. Veéstern appeal ed to
the Gfice of the Drector, MB, pursuant to 30 CF. R Part 290.

Inits appeal to MMB, Wstern stated that

[t]his action stens fromthe fact that * * * official
enforcenent actions attenpting to collect royalties on gas
contract settlenents are being chal l enged in various

admni strative proceedings as well as in the courts. See, e.g.,
| PAA [ | ndependent Petrol eum Associ ation of Averical v. Babbitt,
CA No. 94-0393 (DD C); Mbil Exploration and Producing U S
Inc. v. Babbitt, CA No. 94-0393 (DD C); Sanedan QI . .
Deer, CA No. 940021239 (DD C).

* * * * * * *

[ Western hereby requests a refund of the gas royalty
paynents and | ate paynent charges bei ng tendered herew th, such
refund to occur if the outcone of the above-referenced litigation
is unfavorable to the Departnent of the Interior.

(Feb. 27, 1995, Letter to M5, see also May 11, 1995, Letter to MB)
Noting that a statenent of reasons which does not, wth sone particularity,
allege error in the decision cannot be afforded favorabl e consi derati on,
the Acting Associate Orector for Policy and Managenent | nprovenent deni ed
the appeal as fol | ons:

The Appel lant has offered no substantive anal ysis of
why it believes the assessnent of royalty is incorrect. The
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Appel | ant apparently w shes to sinply "pi ggy-back" on

existing litigation in the event other parties contesting royalty
assessnents on other contract settlenents are successful .

That litigation is ongoing. In the absence of any show ng

of why royalty is not owed, the appeal nust be denied.

(CQet. 31, 1996, Decision at 2.)

Inits statenent of reasons for appeal to this Board, Véstern
disputes MMB determination that it failed to state adequate reason for
its appeal to MMB. Vestern argues that the basis for challenging the
purported royal ty under paynent was incorporated by reference to the "1 PAA
litigation,"™ an action involving MB. It explains that because of very
limted resources, it could not afford to litigate this dispute through
| engt hy proceedings and therefore relied on the argunents nade in the
cases it cited. Wéstern states that a judgnent was rendered in the "1 PAA
litigation" on August 27, 1996, which was prior to the date of M&
deci sion, and asserts that in the | PAA case the court held that a gas
producer cannot be held to pay royal ties on paynents nade pursuant to
settlenent agreenents simlar toits agreenents wth B Paso. It contends
that the Departnent’s position was rejected by the courts, and the MVB
decision was therefore arbitrary, capricious, and i nconsistent wth
applicable law In response, MV sought an extension of tine to respond to
Wstern's argunents, citing a 1997 decision to the contrary. No answer was
filed, but the case cited in the request for an extension has been found
to be hel pful .

[1] In the decision on appeal the Acting Associate D rector found
that the Appell ant of fered no substantive anal ysis of why it believed the
assessnent of royalty was incorrect. Therefore we nust consider whet her
Wst ern present ed adequat e reasons for its chall enge of the January 20,
1995, order directing Véstern to pay the under paynent anount and | ate-
paynent charges. As clearly shown, the | PAA decision addresses concrete
i ssues regarding whether a royalty assessnent is properly |evied agai nst
settlenent paynents, and advanced a rational e for not assessing royalties
in settlenent situations before MV when the appeal ed deci si on was
rendered. This being the case, Wstern presented a reasonabl e basis for
appeal . MVB shoul d have adj udicated this appeal in the first instance,
and its decision rejecting Wstern's appeal for failure to offer a
substantive anal ysis of why it believed the assessnent of royalty to be
incorrect is reversed. However, the facts of this case are such that
on remand, the Orector, MM would, inall probability, affirmthe
underlying order for reasons stated in the January 20, 1995, order, and
thus the dispute woul d be before the Board again. Wen no useful purpose
woul d be served by renmandi ng the case, the Board w || adjudicate the case
onits nerits. See Robert C LeFaivre, 95 I BLA 26 (1986). By doing so,
we W Il not only avoid procedural detours, which are unnecessary under the
circunstances of this case, but we wll provide a useful resolution of the
substantive issue raised as well. See Beard QI (., 97 IBLA 66 (1987);
Robert C LeFaivre, supra;, Benton C Cavin, 93 IBLA 211, 212-13 (1986),
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aff'd, Gavinv. Lhited Sates, 19 d. Q. 198 (1989); Kenneth W Bosl ey,

91 I1BLA 172, 175 (1986); Lhited Sates v. Napouk, 61 |IBLA 316, 322 (1982);
Julie Adans, 45 IBLA 252, 254 (1980); Gifornia Ass'n of Four Weel Drive
Qubs, 30 IBLA 383, 387 (1977). Accordingly, inlieu of renanding this
natter to MB we shall consider its nerits.

[2] Inits order directing paynent of royalties and | ate fees, M
set forth the basis for its determnation:

The regul ations at 30 GFR § 206. 103 (1987), entitled "Val ue
basis for conputing royalties," state, in part:

Uhder no circunstances shal |l the val ue of production

of any of said substances for the purposes of conputing
royalty be deened to be | ess than the gross proceeds
accruing to the lessee fromthe sal e thereof or |ess
than the val ue conputed on such reasonabl e unit val ue
as shall have been determned by the Secretary. * * *

The regul ations at 30 CFR § 206. 152(h) (1988), entitled
"Val uat i on st andar ds- unprocessed gas," state, in part:

[ Under no circunstances shal | the val ue of

production for royalty purposes be | ess than the gross
proceeds accruing to the | essee for |ease production,

| ess appl i cabl e al | onances det ermined pursuant to
this subpart.

The regul ations at 30 AR § 206. 151 (1988), entitled
"Definitions,” define gross proceeds as foll ows:

"G oss proceeds” (for royalty paynent purposes) neans
the total nonies and ot her consideration accruing to an
oil and gas | essee for the disposition of unprocessed
gas, residue gas, or gas plant products.

* * * Therefore, when the | essee, in exchange for conpensati on,
gives up gas purchase rights that woul d result in paynent of
royal ties on gas produced fromthe |ease if the gas had been
di sposed of under the original gas purchase agreenents, the
royalty owner is entitled to its fractional share of such
conpensation to prevent the unjust enrichnent of the |essee.

(Jan. 20, 1995, Qder at 2-3.) onstruing the gas purchase agreenents,
anendnent s, and settl enent agreenents, MVB deened the settlenent proceeds
to be related to future price reductions, noting that, under the settl enent
agreenents, Vestern sold a mninumdedi cated quantity of gas to H Paso at
the revised prices during the termof the original gas purchase agreenent
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(the period fromMarch 8, 1989, to Septenber 1, 1992). In worksheet
docunents attached to the order, MVB apportioned the royalty and interest
anong t he seven | eases invol ved, based upon the gas produced fromeach wel |
during the period.

As noted, appellant asks the Board to adopt the decision in | PAA v.
Babbitt, 92 F.3d 1248 (D C dr. 1996). In that case, the Lhited Sates
Qourt of Appeals for the Dstrict of Golunbia Arcuit began its di scussion
wth an outline of fundanental changes in the gas industry whi ch fuel ed
the controversy leading to situations simlar to those we are now
addressing. 1d. at 1251-53. Prior to 1989 wel | head pricing was strictly
regul ated and producers entered into long-term fixed price purchase
contracts. @ongress deregul ated wel | head gas prices in the Natural Gas
Wl | head Decontrol Act of 1989, Pub. L. No. 101-60, 103 Sat. 157, and
narket prices for gas dipped substantially bel owthe | ong-termcontract
prices buyers had agreed to pay. |In nost instances the buyers were
obligated under the take-or-pay provisions in the contracts to pay even
when they did not take gas and, when their custoners turned to cheaper
suppl y sources, the purchase contracts becane a burden to the purchasers
under the long-termcontracts. Mst producers and buyers resol ved this
take-or-pay probl emby restructuring of the purchase contracts and paynent
of a lunp sumanount to the seller. These settlenent paynents were usual |y
one of two types--"buydowns" and "buyouts.” In a buydown, the settlenent
resulted in the continued sal e of the contracted-for gas at a reduced
price. In a buyout, the buyer was rel eased fromthe contract and the
producer coul d sell gas el sewhere.

Much of the production effected by the settlenent agreenents cane
fromlands subject to Federal gas | essees. The Departnent's general rule
onroyalties, found at 30 CF. R § 206.103 (1987) and known as the "gross
proceeds rule,” provided that the val ue of production for royalty purposes
could not be | ess than the gross proceeds accruing to the | essee, and MVB
held that royalty was due for settlenent paynents. |PAA supra at 1252.
In January 1988, the Departnent issued a new definition of "gross proceeds"
to account for the take-or-pay settlenent paynents:

G oss proceeds as applied to gas, al so includes but is not
limted to: Take-or-pay paynents * * *. [P repai d reserve
paynents that are subject to recoupnent through credits agai nst
the purchase price or through reduced prices in later sal es and
whi ch are nade before producti on commences becone part of gross
proceeds as of the tine of first production.

Revi sion of Gas Royalty Val uation Regul ations and Rel ated Topi cs, 53 Fed.
Reg. 1230, 1275 (Jan. 15, 1988) (promulgating 30 CF. R § 206.151 (1988)).
The i medi ate paynent of royalty accruing on take-or-pay settl enent
paynents was chal | enged in O anond Shammock Exploration Go. v. Hodel ,

853 F.2d 1159 (5th dr. 1988). The court reasoned that the mneral | easing
statutes contenpl ate royalties on gas actual |y produced and taken, that

t ake- or - pay
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paynents result froma buyer's failure to take gas, and they are not a
paynent for gas actual ly produced. The court held that royalties are due
only for production physically severed fromthe ground. Rather than
seeki ng revi ew of the decision, the Departnent anended the gross proceeds
rul e by del eting the above quoted | anguage. Revision of G oss Proceeds
Definitionin Ql and Gas Val uati on Regul ations, 53 Fed. Reg. 45,082,
45,084 (Nov. 8, 1988); see 30 CF.R § 206.151 (1989).

In Gctober 1994, Sanedan Q| Gorporation sued the Depart nent
disputing its decision to collect royalties on a buyout settlenent between
Sanedan, an Indian | ands | essee, and Southern Natural Gas Conpany.

The buyout settlenent termnated a 10-year sal es contract in exchange
for a "nonrecoverabl e and nonref undabl €" paynent in "resol ution and
full and final settlenent of any and all obligations and liabilities
that Southern has or nmay have under the ontract.” |PAA supra at 1254.
By 1989, Sanedan had sold all the gas whi ch woul d have been sold to
Sout hern under the termnated agreenent, but Sout hern purchased none

of it. After conducting an audit, M6 ordered Sanedan in My 1993 to
pay royalties on the settlenent paynent and that order was affirned by
an Assistant Secretary, MM The district court concluded that the MB
order was not inconsistent wth O anond Shammock, supra, and af firned.
| PAA supra at 1255. However, on appeal, the court of appeal s took a
different viewand reversed. The court's decision to reverse in | PAA does
not prejudice MB action in this case, however.

In IPAA the court began its analysis wth

an examnation of the basis for the holding i n b anond Shanm ock.
The Ffth drcuit placed heavy enphasis on the necessary |ink
between royalties and actual production of gas, finding it

"obvi ous" fromthe relevant statutes, regul ations and | ease
provisions that royalties "are not due on "val ue' or even " narket
value' in the abstract, but only on the val ue of production
saved, renoved or sold fromthe | ease property.” DO anond
Shammock, 853 F.2d at 1165. S mlarly, the court determned that
the gross proceeds rule applies "only to gross proceeds that
accrue to the | essee fromthe disposition or sal e of produced
subst ances, that is, gas actual ly renoved and del ivered to the
pipeline.™ 1d.

| PAA supra at 1258. The court further explicated:

Under D anond Shamrock, at the tine of a settlenent paynent
or a take-or-pay paynent, no production has occurred; therefore
no royalties accrue. But when nmake-up gas is taken, a portion
of the take-or-pay paynent is credited as paynent for the nake-
up gas. It is therefore reasonable to collect royalties on
t hese funds, which have been transforned i nto paynents for gas

pr oduced.
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That is what the Ffth Qrcuit relied upon in its O anond
Shantock deci sion--the exi stence of a direct |ink between the
funds upon which royalties are inposed and t he physical severance
of gas.

Id. Thus, the court concluded: "Neither take-or-pay paynents nor take-or-
pay settlenment paynents are royalty bearing unless and until they are
credited toward the purchase of nmake-up gas.” 1d. at 1260.

In his dissenting opinion, Judge Rogers found that MVG had further
di stingui shed four types of settlenent paynents, which he described as:

"Past pricing disputes” relate to the anount owed for mineral s
produced or sold before the contract settlenent, and such anounts
are subject to royalty when the paynent is nade. A "contract
buydown" i nvol ves a paynent nade to reduce the price of gas to
be taken in the future (after the settlenent) by the original
purchaser--"it is paying a |l ower price later"--and such paynents
are royalty-bearing as future production occurs. * * * [A
"buyout " paynent extingui shes the purchaser's obligation to take
any gas inthe future, and is royal ty-beari ng because "it
conpensates the |l essee for lower prices in the future for the
production foregone by the original purchaser.” * * * Hnally,
paynents in settlenent of accrued take-or-pay liabilities are
royalty-bearing, at the tine of production, as attributed to each
unit of gas up to the vol une of what woul d have been nake-up gas.

Id. at 1262-63 (footnotes omtted). Judge Rogers then found that the
first two settlenment types were not addressed in the | PAA deci sion and
therefore those settlenents shoul d not be construed as being wthin that
court's analysis. The Wstern and H Paso agreenent now before us falls
wthin the category of settlenents not considered in | PAA

Wthin the followng year, the Lhited Sates Gourt of Appeals for the
Sxth drcuit had the opportunity to review MB royalty claimon a | unp
sum "buydown" paynent. In Inre Gentury Gfshore Managenent Gorp. (Gentury
Ofshore), 111 F. 3d 443 at 445 (6th dr. 1997), the court concl uded t hat

the transaction, viewed as a whole, was clearly linked to gas
"production saved, renoved or sold,” and we therefore reverse
the decision of the courts below An up-front paynent nade in
exchange for a substituted contract that changes the price of the
old contract, followed by new purchases, is a sufficient cause of
new production to qualify as "production sol d' under the Act.

In Gentury Gfshore, the parties debated regardi ng whet her the
settlenent agreenent was a buydown or a buyout. In construing the
agreenent, the court concluded: "The |unp sumpaynent behaved as an
advance paynent under a substituted requirenents contract. As a result,
the paynent was for “production sold under the statute, and the royalty
was payabl e when
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the gas was produced.” Id. at 448. The court specifically held that its
decision in D anond Shammock, supra, was "not to the contrary” and that
the decision in | PAA "does not conpel a different result.” 1d. at 449.
The court then reviewed the "necessary nexus to production” principle
introduced in D anond Shammock and hel d that such nexus was present. 1/
The 1 PAA construction requiring a |ink between royal ties and physi cal
severance was al so found to be satisfied. 1d. GCertiorari of Gentury
Jfshore was denied by the Lhited Sates Suprene Gourt on January 26, 1998.
___Us __ , 118 S Q. 880 (1998).

V¢ find that the Lakewood Conpliance D vision, M, acted properly
when it directed Wstern to pay royalties and late fees. Its actions were
reasonabl y based in the governing statutes and regul ations. Mreover, its
actions were not contrary to the courts determnation in O anond Shanmock
and 1 PAA as was nmanifested in Gentury dfshore. It sinply recogni zed the
need, pending a final policy resolution in an on-goi ng debate over a broad,
general issue, to continue its royalty admnistration in an orderly and
regul ar manner. This Board's statenent in Pacificorp, 95 | BLA 16, 19
(1986), wth respect to unsettled issues regarding the readj ustnent of
Federal coal |eases applies to the audit of the settlenent agreenents in
thi s case:

ongress intended that the statutes and regul ati ons under which
these | eases are admni stered grant the sane rights and i npose
the sane obligations in Mntana as they do in Woning or any
other state in which the | eased deposits are situated. If the
agency were to interpret a statutory requirenent in one way for
a Montana | ease and in an opposite way for a Wonming | ease, the
agency' s action woul d be arbitrary and capricious by definition.
* % * 1t would be arbitrary and capricious if we failed to nake
simlar disposition of the instant appeal .

1 Prior toissuance of Gentury dfshore, the Tenth Arcuit Gourt of

Appeal s had the occasion to review a settlenent paynent involving a

Sate of New Mexi co | ease and applied the same principles. Harvey E

Yates . v. Powell, 98 F.3d 1222 (10th dr. 1996). It reasoned that

D anond Shanmmock, 1 PAA and ot her cases produced three guiding principles:
"Hrst, royalty paynents are not due under a "production -type | ease

unless and until gas is physically extracted fromthe | eased prem ses.

Second, nonrecoupabl e proceeds received by a | essee in settlenent of the

t ake-or-pay provision of a gas supply contract are specifically for non-

production and thus are not royalty bearing. Third, any portion of a

settlenent paynent that is a buy-down of the contract price for gas that is

actual |y produced and taken by the settling purchaser 1s subject to the

lessor's royalty interest at the tine of such production, but only in an

anount reflecting a fair apportionnent of the price adj ust nent paynent over

t he purchases affected by such price adjustnent."

98 F.3d at 1231. The last principle iterated in Harvey E Yates (. V.

Powel | was applied by MBin its reviewof the settlenent agreenents now

bef ore us.
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MVE correctly found a royalty due for the amounts paid in settlenent of the
take-or-pay dispute between Véstern and H Paso to be a buydown agreenent.
It found all the necessary elenents for |inking gas produced wth the | unp
sumpaynent present in the agreenent. Such were the instructions provi ded
by the statutes, regul ations, and the decisions in O anmond Shammock and
IPAA To have acted differently woul d have been arbitrary and capri ci ous.

Accordingly, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF R 8§ 4.1, the Acting
Associate Drector's decision appeal ed fromis reversed and the underlyi ng
order of the Lakewood Gonpliance Dvision, M5 is affirned.

RW Milen
Admini strative Judge

| concur:

C Randall Gant, Jr.
Admini strative Judge
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